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GIFTS OF FUTURE INTERESTS
— by Neil E. Harl* and Roger A. McEowen**
For many years, the problem of a gift of assets or interests in businesses being
deemed to be a gift of a future interest has haunted estate planners.1  Gifts co sidered
to be future interests are not eligible for the federal gift tax annual exclusion2 and,
therefore, reduce the applicable credit amount3 ($1,000,000 in 2002).4  A late March,
2002, Tax Court case has focused attention once again on the risks of gifts of business
interests being held to be gifts of future interests.5
Facts in Hackl v. Commissioner
In Hackl v. Commissioner,6 a full, reviewed opinion of the Tax Court, the taxpayers
gave their children and grandchildren membership units in a limited liability company
formed by the taxpayers to hold and operate tree farming properties.  Tracts of land
which had been purchased by the taxpayer and conveyed to the LLC had little or no
existing stands of timber.  The timber management plan pursued by the taxpayers
assured that income from the venture would commence several years in the future.
The LLC arrangement contained several provisions that led the Tax Court to hold
that the transfers were gifts of future interests—(1) the LLC operating agreement
prohibited the donees from selling their ownership interests without the donor’s
approval; (2) the LLC operating agreement gave the donor, as the LLC’s manager,
discretion to make or not make cash distributions to the owners;7 (3) the LLC
operating agreement prevented the donees as LLC owners from withdrawing their
capital accounts or redeeming their interests without the donor’s approval; and (4) the
LLC operating agreement specified that no single owner could dissolve the LLC.8
Under the LLC operating agreement, the members of the LLC had several rights—(1)
the voting members had the right to remove the manager and elect a successor by
majority vote; (2) voting members had the right to amend the operating agreement by
an 80 percent vote; (3) voting and non-voting members had the right to access the
books and records of the LLC; (4) voting and non-voting members had the right
jointly to decide whether the LLC would be continued following dissolution; and (5)
if the donor was no longer manager of the LLC, voting members could dissolve the
LLC by an 80 percent vote.9  The Tax Court said the taxpayer had to show:  (1) that
the LLC would receive income; (2) that an “unascertainable portion” of the income
would flow to the holders of the LLC ownership units; and (3) that a value can be
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placed on the income flowing to the holders.10
The Tax Court held that, because the gifts failed to confer a
substantial present economic benefit on the donees, the gifts
failed to qualify for the federal gift tax annual exclusion.11  The
court specifically rejected the taxpayer’s argument that when a
gift takes the form of an outright transfer of an equity interest
in property or a business entity, no further analysis is needed or
justified.  Rather, the court noted that the federal gift tax
regulations specify that a present interest requires an
“unrestricted right to the immediate use, possession, or
enjoyment of property or the income from property….”12  The
court recognized that cases involving both transfers in trust13
and transfers made to a business entity14 have established the
proposition that where the use, possession or enjoyment is
postponed to some contingent or uncertain future event, or
when there is no assurance of a steady flow of funds from the
trust or business entity, the gift fails to qualify for the federal
gift tax annual exclusion.15  The court further noted that the
taxpayer bears the burden of showing that a gift “is other than
of a future interest.”16
Implications of the decision
The decision in Hackl v. Commissioner17 clearly poses a
threat to many gifts of interest in business entities whether
organized as a general or limited partnership, LLC, LLP or
corporation.  Although an appeal of Hackl apparently is
planned,18 business and estate planners are left with a
substantial amount of uncertainty on what will assure the
outcome of a present interest for gifts of entity interests.  Of
course, in smaller estates, where loss of the applicable credit
amount19 from a gift of a future interest would not pose a
serious problem for the taxpayer, the outcome in Hackl v.
Commissioner20 may not lead to an unacceptable result.
Where inability to qualify for the federal gift tax annual
exclusion is unacceptable, the focus turns to a limited number
of ways to relax the limitations on owner rights in the entity.
Those possibilities include—(1) a provision for mandatory
distribution of earnings from the entity; (2) allowing unit
owners to sell their interests without restriction (a right of first
refusal granted to the entity may be acceptable); (3) an assured
right on the part of donees to sell their ownership interest back
to the entity or to have the interest redeemed for a stated period
after the gift; or (4) the right to sell ownership interests for a
limited time to anyone.  The last two are similar to the widely-
used right under the so-called “Crummey” powers21
It is the practice of many practitioners, for value discount
purposes, to permit an assignment of an LLC (or family limited
partnership) interest, but not allow the assignee to obtain full
membership without the consent of the managing member (or
general partner).  If the court is saying that an assignee must
have the right to be admitted as a member or partner for the
interest to qualify as a present interest, that could pose a
drafting problem.22
In conclusion
The Tax Court decision23 suggests strongly that planners
would be well advised to review all files involving active
gifting programs of ownership interests as well as to review
with clients creating entities the alternatives for assuring a
present-interest outcome where that is desirable.
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